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Abstract 
This study uses both OLS regression estimation and Granger Causality test to 
investigate the relationship between the banking sector development and economic 
growth in Palestine over the period 1995-2014. OLS results show a significant impact 
of banking size with a negative sign, insignificant impact of credit lending with a 
marginal one for lag credit and  insignificant impact of efficiency on economic 
growth, respectively. Granger Causality test results show one way causality running  
from banking size to (GDP) economic growth and from banking efficiency to (GDP) 
per capita economic growth one. Overall results reveals a weak nexus between 
banking sector development and economic growth. In specific, it recommends  more 
improving in banking lending policy to be effective in promoting economic growth.    
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1-Introduction 
The causality relationship between economic growth and financial development is 
still a debatable issue. This centered on whether the financial development leads 
economic growth or vice versa. Most empirical studies (Levine, 1997, 2005; Wachtel, 
2001; Fink, Haiss and Vuksic, 2005) concluded that development of the financial 
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sector promote economic growth and financial systems  offered numerous functions 
that serve to improve frictional costs(Pagano, 1993; Levin, 1997)  and thus push 
positively capital accumulation and technological progress. 
As in most developing countries, the Palestinian banking sector dominates the 
financial sector. Banks are generally  in sound financial condition and products are 
well developed as is the regulatory infrastructure. However, the sector remain 
vulnerable due to its dependence on the Jordanian banking system and from 
operational point of view on the Israeli one. 
Along the periods of time the Palestinian banking sector has achieved steady growth 
in terms of assets size deposits and lending to private sector. Notwithstanding, the 
sector is still play a limited role in financing the Palestinian economy due to the 
cautiousness view of the banks which reflecting several structural problems such as 
the lack of suitable collateral and the uncertainty of the outcome in debt (World Bank, 
2012 & 2008). 
Since about two decades a number of studies still concentrated on the role of credit 
facilities on economic growth and development in Palestine. 
The main objective of this paper is to  investigate the relationship between 
development of banking sector and economic growth in Palestine for the period 1995-
2014. we confine research here in the banking sector due to  its  dominance in the 
financial sector. Distinctively, it examines the link between the banking sector 
development and economic growth in Palestine through the measures; banking sector 
assets, credit to private sector, banking market interest rate spread and the growth of 
banking sector deposits.  
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 This paper organized as follows. Section 2 presents an overview of selected 
literature. Methodology, data and descriptive statistics of the employed variables are 
explained in section 3. Section 4 includes empirical results. Finally, section 5 gives 
the main findings of the paper. 
2-Literature Review 
Mainly, two competing hypotheses examined the potential direction of causality 
between financial sector development and economic growth, the first one sees 
financial sector development promotes economic growth and the other one supports 
the hypothesis that economic growth creates demand for financial sector services, and 
hence induces this sector . 
Earlier studies in this area which support financial sector economic growth causality 
direction include Goldsmith (1969), Mckinnon (1973), King and Leving (1993a,b), 
Neusser and Kugler (1998) and Levine et al. (2000). On the other hand among studies 
support economic growth financial sector causality direction Gurley and Shaw (1969), 
Jung (1986) and Harrison et al (1999). 
For a number of decades a growing literature at both country level and cross country 
comparisons examined the link between financial sector development and economic 
growth. The majority of those studies suggest that there is a significant positive nexus 
between economic growth and financial sector development, and countries with 
developed banking sector and dynamic stock markets grow faster than countries with 
lagged financial system. 
King and Levine (1993a) studied a sample of 80 countries and concluded a strong 
positive relation between financial development and economic growth.  Also, King 
and Levine (1993b) studied a sample of 70 countries and examined the impact of 
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financial development on economic growth, capital accumulation and economic factor 
productivity and found a strong link between financial development and growth.  
Demetriades and Hussein (1996) studied 16 countries and found a bidirectional 
causality between financial development and economic growth mainly in developing 
countries. 
Rousseau and Wachtel (1998) examined five OECD member countries during their 
rapid industrialization for 1871-1929 period and they found strong evidence for one 
way causality from finance to growth. 
Levine et al (2000) and Beck et al (2000) evaluated the role of financial development 
in motivating economic growth and found that higher banking sector development 
implies higher economic growth and total factor productivity growth. 
Koivu (2002) found that the efficiency of the banking sector motivates economic 
growth in the transition economies. 
Calderon and Liu (2003) studied a sample of 109 developing and industrial countries 
and found that financial development led to economic growth in all countries and 
financial deepening stimulated economic growth and contributed more to the causal 
relationships in the developing countries than in the industrial countries one. 
Liang and Reichert (2006) found a strong evidence of granger Causality between 
output and financial sector development suggesting causality runs from economic 
development to financial sector development. 
More recently, Rachdi and Ben Mbarek (2011) found a long-term relationship 
between financial development and growth for the OECD and MENA countries and 
they also found  a bidirectional causality for the OECD countries and unidirectional 
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causality one from economic growth to financial sector development for the MENA 
countries case. 
Awdeh (2012) studied the causality direction between banking sector development 
and economic growth in Lebanon over the period 1992-2011 and found a one way 
causality running from economic growth to banking sector measures such as deposit 
growth and credit to local private sector.  
Petkouski and Kjosevski (2014) examined the relation between banking sector 
development and economic growth in 16 transitional economies from Central and 
South Eastern Europe and they showed that credit to the private sector and interest 
margin were negatively related to the economic growth while ratio of quasi money 
was positively related to economic growth.  
Relating to the Palestinian case there are a number of studies which denoted to the 
effect of the banking sector on economic growth or discussed the relation between the 
banks credit facilities and economic development. Of those studies which used 
descriptive approaches: Abu Mumar (2001) showed that limited volume of banking 
deposits channeled into investment during the period 1990-2000 due to political and 
legal instabilities in the Occupied Palestinian Areas in West Bank and Gaza Strip. 
Also, Alfaliet (2004) concluded that the banking sector contribute positively but in a 
limited extent in the development of various economic sectors. Furthermore, Migdad 
and Hills (2005) concluded that banks and Islamic bank in particular succeeded in 
collecting a reasonable volume of deposits, but failed to facilitate loans, a situation 
resulted in a simple role of banking credit facilities on economic development in 
Palestine. 
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Abugamea (2008) provided an econometric characterization of the dynamic 
interrelationship among real gross domestic product, real credit balances and real 
banking deposits of Palestine for the period 1993-2006. Study used a vector 
autoregressive (VAR) model and concluded that real credit facilities and real banking 
deposits were important factors affected economic growth, but there was a weak 
relationship between real credit facilities (banking lending) and economic growth.  
 
Abueida and Zibda (2015) analyzed the role of commercial bank presented by credit 
facilities with regard to economic growth during the period 1994-2013. Study uses an 
econometrical model based on Cob-Doglas production function in which the impact 
of total bank credit granted to the economy on the economic growth has been tested in 
comparison with other macroeconomic variables. Study showed a positive 
relationship between banks credit facilities and economic growth in Palestine with 
impact of 0.05 per cent only over the period as a whole. 
In view of this background this study adds another contribution in investigation the 
relationship between the Palestinian banking sector development and economic 
growth. 
 
3- Methodology, Data and Descriptive Statistics of Variables 
3.1. Methodology 
This study uses the GDP growth model based on a causality that runs from banking 
sector development to economic growth. It stemmed from the neoclassical one sector 
production function where banking sector development is an input, along with 
other variables . The model represented by the following equation; 
Yt =α0 +α1Kt   + α2X t + εt                                (1)              
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  where Y represents the economic growth which proxies by the growth of GDP 
once and GDP per capita another one,   K is a measure of the level of banking 
sector development, X represents a vector of other factors and variables and t 
represents time series periods. 
Following a number of empirical studies focused on variables capturing the size, 
activity and the efficiency of financial/banking sector(De Gregorio and Guidott, 1995; 
Koivu, 2002 and Awdeh, 2012), we proxy the level of banking developments by the 
variables; banking sector assets to GDP ratio (ASTR) to assess the impact of the size 
of banking sector on economic growth. We use credit to private sector to GDP ratio 
(CRTR) to assess the impact of the activity on economic growth and the year lag of 
this measure is used to find out if there is a delay in the impact of local credit on 
economic growth. The banking market interest rate spread (IRS), which is the 
difference between deposits and lending rates in the banking market, is used as a good 
estimator for efficiency in the bank sector as it describes transactions costs within the 
sector and it is expected that growth is positively linked to investments affected by a 
reduction in these costs. Also, the growth rate of total sector deposits (DEP) is used to 
assess the impact of deposit inflows activity on economic growth. 
To investigate the impact of the level of banking development on economic growth 
we estimate equation (2) by introducing the independent variables in growth form 
except for IRS due the behavior of these variables over time as shown in descriptive 
statistics of the employed  variables. 
Therefore we estimate the following equation; 
GDPGt/ (GDPPCGt) = α0 + α1 ASTRGt + α2CRTRGt + α3DEPGt + α4IRS t+ εt         (2) 
Equation (2) can be estimated by using ordinary least squares method which 
introduces GDP growth and GDPPC growth variables as dependent variables and the 
employed variables in growth form except IRS one, as independent variables. 
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To give a judgment on the nature of impact and causality between economic growth 
and banking sector development measures we use Granger Causality test to examine 
the direction of causation and descriptive statistics is consulted too. 
3.2 Data 
The data used were extracted from Palestine Monetary Authority (PMA) statistics 
publications. The data for all the employed  variables covered the time period 1995-
2014, except for the variable  banking market interest rate spread where data found 
available for the time period 2001-2014. The data for GDP, GDPPC and the banking 
development measures, assets, credit lending and deposits were  taken in current 
prices US dollars. 
 
3.3 Descriptive Statistics of Study Variables 
Clearly, the graph of the employed variable as shown in figure (1), to a large extent, 
exhibits an increasing trend except for IRS which fluctuates around a stable pattern. 
Also, descriptive statistics in Tables (1) and (2) mainly distinguished  by low mean 
growth of assets and credit lending compared with that of deposits which have a 
higher one, higher variation of deposits growth compared with a lower variation for 
both assets and credit lending and noticeable positive correlation between deposit 
growth and economic activity measures growth compared with considerable but with 
a negative sign between assets growth and economic activity measures growth. 
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Figure (1): The graph of the employed variables for the period of study 
 
 
Table (1): Descriptive Statistics of Study Variables 
IRS DEPG CRTRG(-1) CRTRG ASTRG GDPPCG GDPG  
5.960000 
5.920000 
6.900000 
4.830000 
0.737793 
-0.180544 
1.572048 
 
1.265502 
 
0.531129 
 
83.44000 
7.076400 
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 0.111352 
 0.087274 
 0.428512 
-0.034639 
 0.106534 
 1.131613 
 4.759668 
 
 7.191295 
 0.027443 
 
 2.338398 
 0.226991 
 
 21  
 0.011818 
 0.015498 
 0.076785 
-0.065720 
 0.035600 
-0.321038 
 2.536810 
 
 0.548455 
 0.760159 
 
 0.248182 
 0.025347 
 
 21  
 0.012981 
 0.016388 
 0.076785 
-0.065720 
 0.035593 
-0.417532 
 2.588039 
 
 0.758664 
 0.684318 
 
 0.272601 
 0.025338 
 
 21  
 0.016171 
 0.005805 
 0.206370 
-0.147555 
 0.093436 
 0.060619 
 2.570309 
 
 0.174417 
 0.916486 
 
 0.339582 
 0.174605 
 
 21  
 0.048820 
 0.046566 
 0.217662 
-0.136994 
 0.087190 
-0.052540 
 2.926429 
 
 0.014398 
 0.992827 
 
 1.025227 
 0.152041 
 
 21  
 0.081886 
 0.091028 
 0.226315 
-0.111872 
 0.081588 
-0.510953 
 3.375540 
 
 1.037158 
 0.595366 
 
 1.719598 
 0.133132 
 
 21  
Mean 
Median 
Maximum 
Minimum 
Std.Dev. 
Skewness 
Kurtosis 
 
Jarque-Bera 
Probability 
 
Sum 
Sq.Dev. 
Obs. 
 
 
Table (2): Correlation Matrix of Study Variables 
ASTRG IRS DEPG CRTRLG CRTRG GDPPCG GDPG  
      1 GDPG 
     1 0.8735 GDPPCG 
    1 -0.15238 -0.059132 CRTRG 
   1 0.24397 -0.226190 -0.24811 CRTRLG 
  1 -0.20150 0.23208 0.17156 0.14655 DEPG 
 1 -0.5639 -0.14191 -0.30916 0.1193 0.09788 IRS 
1 -0.4485 0.4694 0.17265 0.3065 -0.7331 -0.6036 ASTRG 
 
 
4-Empirical Results 
4.1-Regression Estimation 
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We proceed in this section by investigating the effect of banking sector measures on 
economic growth using OLS estimates. Table (3) presents the regression estimation 
for both GDPG and GDPPCG cases. In these cases we could include three models in 
order to: (a) avoid the multicollinearity among regressors, (b) test of the impact of 
different combinations of explanatory variables, and (c) to minimize the number of 
included explanatory variable to preserve a sufficient number of degree of freedom. 
In table (3) all models in case of GDPG have noticeable explanatory power with 
adjusted R-squared ranging between 50% and 53% and have higher explanatory 
power in case of GDPPCG with adjusted R-squared ranging between 85% and 87%. 
Moreover, the Durbin-Watson statistics with values close to 2 show that models are 
free of serial correlation to a large extent. Yet, the F- statistics and probabilities values 
show the significance of these models. Turning to the individual explanatory 
variables, we have the following results. 
Table (3) shows that the banking sector size does have a significant impact on 
economic growth measures of both GDPG and GDPPCG but with a negative sign. 
This result reveals the negative correlation between ASTRG and both GDPG and 
GDPPCG as shown in Table(2), a situation means that the large size of the Palestinian 
economy does not add value to its economy, despite the fact that the majority of its 
assets are invested locally or the economy not enough benefited from the growth in 
banking sector assets. 
Both CRTRG and CRTRG(-1) do not impact significantly economic growth measure 
despite they have a positive effects. This may suggest that credit provided by banks 
do not target sufficiently the productive sectors more specifically in industry and 
agriculture.  
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The  growth rate of deposits is significantly correlated with both GDPG and GDPPCG 
in every model. Therefore, deposits flowing into the Palestinian banking sector do 
benefit local economy. 
Finally, IRS is not significantly correlated with economic growth measures despite it 
has a positive effect. Therefore, this result do not show that the efficiency of the 
banking sector improve economic growth in the Palestinian case and the considerable 
increase in the efficiency of the banking sector over the past two decades that was 
translated into higher profits and returns for banks may have not been served the 
national economy. 
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Table(3): OLS Estimation Results 
Dependent Variable 
GDPPCG 
Dependent Variable 
GDPG 
 
3 2 1 3 2 1 
-0.0330 
(0.0251) 
[-1.3169] 
-0.0112 
(0.0228) 
[-0.4956] 
-0.0062 
(0.0225) 
[-0.2761] 
0.0394 
(0.0395) 
[0.9977] 
0.0372 
(0.0361) 
[1.0315] 
0.0417 
(0.0345) 
[1.2108] 
Constant 
-1.0553 
(0.0983) 
[-10.7329] • 
-1.0010 
(0.0908) 
[-11.0247• 
-0.9899 
(0.0905) 
[-10.0143] • 
-0.7519 
(0.1663) 
[-4.5215] • 
-0.7632 
(0.1623) 
[-4.7018] • 
-0.7464 
(0.1563) 
[-4.7757] • 
ASTRG 
 0.15278 
(0.1996) 
[0.7654] 
  0.2153 
(0.3838) 
[0.5618] 
 CRTRG 
0.3799 
(0.2259) 
[1.6819] •• 
  0.0532 
(0.4012) 
[0.13263] 
  CRTRG(-1) 
0.6853 
(0.1056) 
[6.4894] • 
0.5839 
(0.0932) 
[6.2641] • 
0.5777 
(0.0938) 
[6.1607] • 
(0.4437) 
(0.1669) 
[2.6593] • 
0.4333 
(0.1515) 
[2.8618] • 
0.4348 
(0.1484) 
[2.9312] • 
DEPG 
0.0043 
(0.0032) 
[1.3729] 
0.0023 
(0.0032) 
[0.7351] 
0.0017 
(0.0032) 
[0.5394] 
0.0012 
(0.0057) 
[0.20411] 
0.0015 
(0.0055) 
[0.2725] 
0.0009 
(0.0053) 
 [0.1811] 
IRS 
0.8747 
0.9076 
27.5252 
0.000001 
2.2228 
0.8548 
0.8930 
23.3719 
0.000002 
2.0634 
0.8593 
0.8889 
30.0167 
0.000001 
2.0133 
0.5037 
0.6029 
6.0746 
0.0036 
1.9928 
0.5127 
0.6102 
6.26616 
0.00314 
2.0150 
0.5324 
0.6025 
8.59003 
0.001208 
1.9923 
Adjusted R2 
R2 
F Stat. 
Prob. F Stat. 
Durbin Waston 
Figures in parenthesis and brackets are standard errors and t-statistic values, respectively. • and•• 
show significant at 5% and10% respectively.  
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4.2-Granger Causality Tests 
Following the regression estimation shown above we will perform a Granger 
Causality test between economic growth and banking sector development, and we test 
the following two null hypotheses: 
HA: K does not Granger Cause Y. If the estimation results reject this null 
hypothesis, then it supports Granger Causality running from banking sector 
development to economic growth. 
HB: Y does not granger Cause K. If the estimation results reject this null 
hypothesis then it support Granger Causality running from economic growth to 
banking sector development.   
Table(4): Granger Causalities Tests Results 
GDPG Case 
F-Statistic with Prob. Values Null Hypothesis 
 
2.80306••   (0.0947) 
1.91041      (0.1847) 
 2.40605    (0.1264)  
1.2546        (0.3154) 
1.15935      (0.3421) 
0.89231      (0.4318) 
5.14625•    (0.0211) 
0.48553      (0.6254) 
ASTRG does not granger Cause GDPG 
GDPG does not granger Cause ASTRG 
CRTRG does not granger Cause GDPG 
GDPG does not granger cause CRTRG 
DEPG does not Granger Cause GDPG 
GDPG does not Granger Cause DEPG 
IRS does not Granger  Cause GDPG 
GDPG does not Granger Cause IRS 
 
GDPPCG Case 
1.6498       (0.2273) 
0.7881       (0.2423) 
2.38001     (0.1289) 
2.2583       (0.1413) 
0.8407       (0.4525) 
0.2180      (0.8068) 
6.0725•     (0.0126) 
0.5767      (0.5745) 
ASTRG does not granger Cause GDPPCG 
GDPPCG does not granger Cause ASTRG 
CRTRG does not granger Cause GDPPCG 
GDPPCG does not granger cause CRTRG 
DEPG does not Granger Cause GDPPCG 
GDPPCG does not Granger Cause DEPG 
IRS does not Granger  Cause GDPPCG 
GDPPCG does not Granger Cause IRS 
 
• and•• show significant at 5% and10% respectively. 
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Table(4) displays the results of Granger Causality tests in cases of GDPG and 
GDPPCG with banking sector measures. 
Results show the size measure (ASTRG) and the banking efficiency measure (IRS) 
Granger Cause economic growth in the Palestinian case in case of GDPG and only 
does (IRS) measure Granger Cause economic growth in case of GDPPCG. 
On the other hand, the results of Granger Causality models denote that growth in 
economic activity represented by GDPG and GDPPCG seems not affect banking 
measures significantly. Thus, we conclude evidence of Granger Causality between 
some of banking sector measures (ASTRG, IRS) and economic growth that run from 
these measures to economic growth. 
Clearly, overall results show that economic growth not effected  positively nor 
stimulated considerably by banking size. Also economic growth not effected 
effectively by credit lending and by banking efficiency too. Meanwhile banking 
efficiency granger cause GDP per capita a situation denotes the reality that credit 
lending inflows to private sector goes to personal consumption rather than targeting 
the productive sector. These results to a large extent confirmed by the previous studies 
mentioned in the literature and statistics of Palestine Monetary Authority which 
denoted to less than 10 % of credit lending goes to the industry and agriculture sectors 
along the period of study. Thus we have the case of weak nexus between the banking 
sector development and economic growth.   
 
5-Conclusions 
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This paper uses  both OLS analysis and Granger Causality test to investigate the 
relationship between the banking sector development and economic growth in 
Palestine over the period 1995-2014. 
OLS estimation results show that the banking sector size have a significant impact on 
economic growth but with a negative sign. Credit lending do not impact significantly 
economic growth but lag credit has a marginal significant effect. The growth of 
deposits is significantly correlated with economic growth, meanwhile banking 
efficiency is not significantly correlated with economic growth.  
Granger Causality test results show only a causality running from banking size to 
GDP growth and from banking efficiency to GDP per capita growth. 
Overall, these results reveal weak nexus between the banking sector development and 
economic growth.  The study recommends specifically more improving in banking 
lending to private sector  to be effective in promoting economic growth. 
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